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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor
CURRENT CAVEATS
A review of recent tax cases and rulings in­
dicates refinements in certain areas with which 
the accountant should be familiar as they may 
have an effect on future planning. This month’s 
Forum will, therefore, briefly discuss some of 
the changes that may prove important.
Tax-Exempt Securities
Section 265 of the Internal Revenue Code 
specifically disallows a deduction for interest 
on indebtedness incurred to purchase or hold 
tax-exempt securities. Hitherto this section was 
invoked in those instances where the use of 
the borrowed funds could be directly attri­
buted to the acquisition and holding of such 
securities.
In April of this year, however, the Court of 
Claims in Illinois Terminal Railroad Co. v. 
U.S., Ct. Cl. 4/14/67 went one step further. 
Taxpayer in this case acquired tax-exempt se­
curities as part of the proceeds from the sale 
of an asset. These securities were then pledged 
as collateral for its own first mortgage bonds. 
The Court upheld the Treasury Department’s 
disallowance of interest expense on taxpayer’s 
own bonds to the extent that such indebtedness 
could have been discharged through the ap­
plication of funds received from the sale of 
the tax-exempts. It was acknowledged that 
the company’s indebtedness was not incurred 
to acquire the tax-exempts.
At first reading this decision would seem to 
bar a deduction for interest paid on outstand­
ing indebtedness in any instance where the 
taxpayer is holding tax-exempt securities as an 
investment. A careful study of the opinion, 
however, indicates that if there is a specific 
business purpose for the indebtedness, regard­
less of the tax benefits realized through the 
acquisition of tax-exempt securities, Section 
265 will not prevail.
In similar fact-situations, or where the tax­
payer is contemplating the purchase of tax- 
exempt securities and is currently paying in­
terest on indebtedness, he must be able to 
offer compelling business reasons for utilizing 
his funds to purchase securities rather than re­
duce or discharge his indebtedness. One ex­
ample of a permissive transaction would be 
the requirement of state authorities to invest 
in tax-exempts as security for possible future 
workmen’s compensation benefits.
Accumulated Earnings Tax
There have been important developments 
concerning the imposition of the penalty tax 
under Section 531 of the Internal Revenue 
Code where the reasonable business needs test 
is being questioned.
With regard to the reasonable needs of a 
business in terms of working capital, the Tax 
Court and various District Courts have, until 
recently, been accepting the necessity of re­
taining net quick assets sufficient to meet 
expenses for one year, including cost of goods 
sold and operating expenses exclusive of de­
preciation. Beginning in 1965 this rule-of- 
thumb has been supplanted by specific for­
mulas, based on operating-cycle tests. The 
operating cycle is, of course, the period of 
time involved to convert cash into raw mate­
rials, raw materials into finished goods, finished 
goods into sales, and culminates with the col­
lection of receivables arising from such sales.
A discussion of the formulas would encom­
pass a lengthy article in itself. We believe it 
is sufficient in this Forum to cite the cases in­
volving two specific formulas being utilized. 
They are as follows:
Bardahl Manufacturing Corp., TC Memo 
1965-200, 7/23/65
Apollo Industries, Inc., 44 TC 1 (1965) as 
modified by the U. S. Court of Appeals, 
1st Circuit -(66-1 USTC Par. 9294, 17 
AFTR 2d 518, 358 F2d 867)
A study of the cases will acquaint the tax 
practitioner with the exact calculations to be 
made in both instances. The need for working 
capital is generally greater under the Bardahi 
formula, but calculations should be made under 
both methods before the close of the year for 
the ensuing year, and reduced to writing, to 
justify retention of earnings.
The use of these formulas does not preclude 
a retention of earnings on the grounds allowed 
in the past, such as business expansion and 
replacement of plant and equipment, provided 
such grounds are specific, definite, and 
thoroughly documented. It is only when there 
is an absence of such plans that use of the 
formulas should be employed, and then if 
retention of earnings cannot be justified based 
on calculations under the formulas, the dis­
tribution of dividends at year-end or within 
two and one-half thereafter should be care­
fully considered.
Sales of Depreciable Property 
Between Related Taxpayers.
Section 1239 of the Code treats the gain 
on the sale or exchange of depreciable prop­
erty between related taxpayers as ordinary 
income. This section has lost a great deal of 
9
its efficacy with the passage of Sections 1245 
and 1250 of the Code as, in any event, the 
majority of such gains will be treated as or­
dinary income to the extent of post-1961 and 
post-1963 depreciation. There can be instances, 
however, where the gain is sufficient to involve 
capital gains income, and a recent case reveals 
a possible tax problem in this area.
Section 1239 (a) (2) stipulates that ordinary 
income will result in the case of a sale of de­
preciable property between an individual and 
a corporation in which the individual owns 
more than 80% in value of the outstanding 
stock. In U.S. v. Curtis L. Parker, (CA-5) 4/ 
14/67 the danger of a literal interpretation of 
the phrase “80% in value” is emphasized.
In the Parker case, taxpayer owned 80% 
of the outstanding stock, and an employee 
owned the other 20%, with a corporate right 
of first refusal extending to both shareholders 
in the event they wished to dispose of the 
stock. There was also a collateral agreement 
between Parker and the employee that in the 
event of the employee leaving the firm his 
shares would be purchased by Parker on a set 
formula basis. A sale of depreciable property 
to the corporation by Parker was taxed as 
ordinary income as he was deemed to own 
more than 80% in value of the outstanding 
stock. The Court held the fact that Parker’s 
stock was subject to only one restriction, the 
corporate buy-out, and was a majority interest, 
made it worth more than the 80% interest 
indicated through actual share-holdings.
In view of this decision, in any case where 
the taxpayer has a majority interest, but not 
more than 80% of the outstanding stock, and 
hopes to circumvent Section 1239, he must be 
prepared to have the value of his holdings 
challenged on the basis of the true value of a 
majority interest.
Depreciation Methods
Certain accelerated methods of depreciation, 
such as double declining balance and sum of 
the years-digits method, are available to tax­
payers in the case of property with a useful 
life of at least three years if the original use 
of such property commences with the taxpay­
er. Great care should be exercised in the adop­
tion of these methods to see that the property 
is qualified property. Based on Revenue Rul­
ing 67-50, in the event an accelerated method 
is improperly applied, as for example in the 
case of used property, the adjustment made on 
examination will be to the straight line method 
only. In other words, the 150% declining bal­
ance method which could have been elected 
by the taxpayer upon acquisition of the used 
property will not then be allowed by the 
Treasury Department.
D.L.B.
The Importance of Investor Protection 
(continued from page 8)
ing guidelines or rules to achieve more inform­
ative financial reporting by the diversified 
company. The American Institute of Certified 
Public Accountants and other interested or­
ganizations are also cooperating in this en­
deavor.
Conclusion
Much of my discussion has related to ef­
forts by us and by the accounting profession 
to obtain better disclosure of financial and re­
lated information for the public. Since the 
financial statements provide the key informa­
tion in the distribution and trading of securi­
ties, the work of the accountant in examining 
the financials is most important in the disclo­
sure process. We place great reliance on the 
work of the independent accountants through 
our requirements for certified statements in 
almost all filings with the SEC. The account­
ants lend authority to management’s represen­
tations by their opinions as experts, and they 
operate as a check on management in assuring 
that the financial data are fairly presented in 
accordance with generally accepted accounting 
principles.
There are many areas in which investor pro­
tection has been and can be further enhanced 
by utilization of the audit function of the in­
dependent accountant. You may recall that a 
few years ago we made changes in the report­
ing form used under the Investment Company 
Act of 1940 to require that the independent 
accountant, in addition to certification of the 
financial statements in such reports, express an 
opinion as to the fairness of the presentation 
of information required by other items of the 
form, such as asset coverage of senior securities 
and portfolio turnover rates. The accountant 
is also required to state, in connection with cer­
tain additional items, that he has seen nothing 
which indicates that the answers supplied are 
incorrect. We are currently considering a 
change in the audit requirements for brokers 
and dealers under Rule 17a-5 which would 
require the independent accountant to com­
ment specifically on the adequacy of the ac­
counting system, the internal control and pro­
cedures for safe-guarding securities, to identify 
inadequacies, and to indicate corrective actions 
taken or proposed to be taken.
We believe that increasing the accountant’s 
responsibilities in these ways not only furthers 
our primary objective of providing investor 
protection, but also emphasizes our confidence 
in, and reliance upon, the accounting profession 
in a continuing joint effort by the stock ex­
changes, the SEC, the accounting profession, 
and the financial officers of publicly-held com­
panies to improve financial reporting.
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